
36 THE TREASURER MARCH 2004

treasury practice FALLEN ANGELS

THE FALLEN 
ANGEL SY N D RO M E

MARK CAMPBELL OF CLIFFORD CHANCE
LLP DISCUSSES THE EFFECT OF
CORPORATE COLLAPSES, SUCH AS THE
LIKES OF ENRON AND WORLDCOM, ON
THE ATTITUDES OF LENDERS.

A
t a time when many companies, including some with
re l a t i ve ly high credit ra t i n g s , h ave been facing seve re
financial diff i c u lt i e s , and the emphasis has been on
re s t ru c t u ri n g s , it is no surp rise that one of the key
d e velopments in the syndicated loan market has been
a greater focus on credit issues. In part i c u l a r, t h i s

a rticle focuses on, the continuing debate on stru c t u ral subord i n a t i o n
in senior/junior stru c t u re s , the greater concentration on
documentation issues, and the increasing importance of due
d i l i ge n c e .

H o w e ve r, it is a fact that continuing competitive pre s s u res among
banks mean the focus on credit issues is not always being maintained.

THE FALLEN A N G E L S

B e fo re dealing with specific examples of the greater focus on cre d i t, i t
is wo rth examining some of the ge n e ral issues that have arisen fro m
recent corp o rate collapses, since these tend to indicate the areas on
wh i ch that greater focus will concentra t e . A lthough economic cy c l e s
tend to mean that downturns are re g u l a r, and share many of the
same ch a ra c t e ri s t i c s , e a ch downturn also tends to have its own
p a rticular flavo u r. This time, the most obvious diffe rence is that many
of the companies that got into diff i c u lties have done so re m a r k a b ly
q u i ck ly, despite being considered strong credits by the markets – the
Fallen A n gel syndro m e .

What are some of the re a sons for this, and what part i c u l a r
concerns does it create? Let’s explore the issues.

ACCOUNTING PRAC T I C E S . One of the key re a sons for the Fa l l e n
A n gel syndrome has been that the accounting practices of some of
these companies have been called into question. For many years they
h ave been viewed as being very strong financially but this has been
re vealed to be an erroneous assumption, for example, E n ron and
Wo r l d Co m .

COVENANT PROT E C T I O N . S u ch has been the bargaining power of
m a ny of these companies that, d u ring the bull market wh i ch
p receded the downturn, these borro w e rs were able to negotiate out
of syndicated loan documentation many of the covenant pro t e c t i o n s
that prudent lenders would usually be seeking. This has meant the
e a r ly warnings provided by financial cove n a n t s , and the business
re s t rictions provided by other re s t ri c t i ve cove n a n t s , s u ch as

re s t rictions on acquisitions, h ave not been present in syndicated loan
d o c u m e n t a t i o n . T h e re fo re , by the time the syndicated lenders have
d i s c o ve red the borro w e r’s financial diff i c u lt i e s , the fall from ‘ a n ge l ’ t o
‘d e v i l ’ status is a rapid one.

One example of the syndrome is Marc o n i . The company wa s
b o r rowing extre m e ly succ e s s f u l ly in the syndicated loan market only
six months prior to the market’s discovery that the loans were
v i rt u a l ly wo rthless – and these loans were made with no financial
c o venants and virt u a l ly no re s t ri c t i ve covenant pro t e c t i o n s .

ST RUCTURAL PROT E C T I O N . Because most of these Fallen A n ge l s
w e re able to borrow on inve s t m e n t- g rade terms, the care usually
taken in non-investment grade credits to ensure stru c t u ral pri o rity fo r
the lenders was not always taken – on the basis that the chances of a
d e fa u lt within a short time frame were compara t i ve ly low. A ga i n ,
M a rconi is an example of this, as the lenders and bondholders were ,
u nu s u a l ly, on equal terms, wh i ch led to unique diff i c u lties in
re s t ru c t u ring the company ’s balance sheet.

DUE DILIGENCE. Significant due diligence was ra re ly carried out on
a ny of these companies. A lthough it is arguable that conducting in-
depth due diligence on Enro n , for example, would have had little
e ffect – gi ven the web of complex schemes appare n t ly designed to
p re vent anyone from seeing the true nature of the company ’s
finances – it is cert a i n ly true that, when many of these companies
w e re re s t ru c t u re d , the due diligence carried out at the time of
re s t ru c t u ring shows the lenders had little idea of the risks they were
u n d e rtaking when agreeing the ori ginal tra n s a c t i o n s .

EXAMPLES OF G R E ATER FOCUS ON C R E D I T

These ch a ra c t e ristics of the collapse of the Fallen A n gels have been
followed by a greater focus among banks on certain credit aspects of
new deals – a classic swing of the pendulum at this stage of the cy c l e .

ST RUCTURAL SUBO R D I N AT I O N . For some years , the issue of
s t ru c t u ral ve rsus contractual subordination in more stru c t u red deals
has been one that has been exe rcising the minds of senior lenders and
h i g h -yield inve s t o rs , as well as their advisers . The way in wh i ch the
i m p o rtance of stru c t u ral protections has been highlighted by some of
the Fallen A n gel cases has re s u lted in an increased concentration on
this issue.
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In part i c u l a r, senior lenders and high-yield inve s t o rs have had to
look at the stru c t u re of leve ra ged syndicated loan tra n s a c t i o n s
( L BO s ) . The typical stru c t u re of these deals (see Fi g u re 1) has been
that the senior lenders have lent to a holding company – the senior
b o r rower – and taken guarantees and security from that company
and all the significant operating companies below it in the gro u p
s t ru c t u re . In many deals, h i g h -yield inve s t o rs have financed a
holding company – the high-yield issuer – wh i ch is placed above
the senior borrower in the stru c t u re and have not taken guara n t e e s
and security from operating companies.

In this way, the high-yield inve s t o rs have been stru c t u ra l ly
s u b o rd i n a t e d , in that they have no claim against the borrower or
g u a ra n t o rs under the senior loan. Co n s e q u e n t ly, if there is a defa u lt,
the senior lenders can effe c t i ve ly deal with group companies
ranking lower in the stru c t u re than the high-yield issuer, w i t h o u t
h aving to re fer to the high-yield inve s t o rs .

For some time, h i g h -yield inve s t o rs have been seeking to impro ve
their position in the stru c t u re of these tra n s a c t i o n s . Not only does
s t ru c t u ral subordination mean high-yield inve s t o rs have next to no
influence when the group gets into diff i c u lt i e s , but it also means
t h ey are subordinated to the claims of the unsecured cre d i t o rs , s u ch
as trade cre d i t o rs , of the gro u p ’s operating companies,
notwithstanding the significance to the group of the finance they
p ro v i d e . In effe c t, t h ey are treated like pro v i d e rs of equity, b u t
without the upside potential of a share h o l d e r. As a re s u lt, h i g h -y i e l d

i nve s t o rs have so u g h t, at the minimu m , a stru c t u re wh e re they
re c e i ve guara n t e e s , s e c u red or unsecure d , f rom the opera t i n g
c o m p a n i e s , t h e re fo re putting them in a better position re ga rd i n g
the trade cre d i t o rs , with the senior lenders obtaining their pri o ri t y
t h rough a contractual subordination (see Fi g u re 2) .

A lthough there are a number of proponents of this appro a ch in
the market, and a number of transactions have now followed this
s t ru c t u re , some senior lenders continue to view it with suspicion.

The key re a son for this is a concern that, no matter what the
s t rength of the contractual subord i n a t i o n , as soon as the high-y i e l d
i nve s t o rs are gi ven guarantee claims against operating companies,
t h ey will have a seat at the table in any re s t ru c t u ring talks, a n d
because of the nuisance value this gi ves them, t h ey will be able to
n e gotiate a better deal for themselves than their subord i n a t e
position would meri t.

I s s u e rs resist the giving of guara n t e e s/ s e c u rity to the high-y i e l d
i nve s t o rs , because it re s u lts in a need to audit and disclose financial
i n formation in relation to all the operating companies, p a rt i c u l a r ly
wh e re the transactions re q u i re SEC re gi s t ra t i o n .

If senior lenders are to agree to the high-yield inve s t o rs obtaining
s u ch guara n t e e s/ s e c u ri t y, t h ey will want the ability to ensure it is
released in circumstances wh e re , as part of the enfo rcement of the
senior securi t y, s u b s i d i a ries or assets are being so l d , because a buyer
will not want to buy subject to high-yield guara n t e e/ s e c u ri t y. This is
an incre a s i n g ly diff i c u lt are a , as high-yield inve s t o rs are seeking to
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impose a re q u i rement that such a release should be dependent on a
fair market valuation (FMV) certification being provided as to the
sale price of the re l e vant asset.

Nonetheless, deals have been agreed by senior lenders that give
high-yield investors some of the protections they seek, including the
so-called Mezzanine Note Structures, and this is an area of
continuing development.

DOCUMENTATION. As might be expected in the circumstances,
there is some evidence that lenders are taking documentation more
seriously in the aftermath of the various corporate collapses. In
particular:

■ there is a continued emphasis on underwriting risk – perhaps still
at the expense of credit risk – emphasised by more attention being
paid to mandate letters;

■ there is a recognition that, in light of Enron-type accounting
practices, it is not enough simply to rely on Generally Applied
Accounting Principles (GAAP) in setting financial covenants, but
that documentation protections against ‘window dressing’ should
be included; and

■ following the experience with Marconi, and other credits where the
material adverse change (MAC) clause has been used, there is
increasing recognition that MAC provisions can be part of the
lenders’ armoury of protection.

DUE DILIGENCE. We are likely to see more emphasis being placed
on due diligence, although perhaps not in transactions for
investment-grade borrowers, which is where most of the Fallen
Angels were rated prior to their demise.

In particular, due diligence is being used extensively to check the

availability of take-out finance, for example, by way of whole
business securitisations, where the syndicated loan is effectively a
bridge finance. However, there are limitations to the usefulness of
due diligence. In particular:

■ in many ‘public-to-private’ (public takeover) transactions, it is
barely possible to do any; and

■ financial due diligence, performed by accountancy firms, usually
comes with significant limitations on responsibility and liability.

CONTINUING COMPETITIVE PRESSURES. In spite of this increased
emphasis on credit and underwriting issues, it is clear lenders
continue to be under intensive competitive pressures to complete
transactions, which often result in credit standards being
significantly lowered. One area where this is apparent is ‘public-to-
private’ deals, many of which are carried out effectively as auctions,
where lenders are pressured to provide unconditional finance with
little due diligence.

KNOCK-ON EFFECT. Clearly, some of the recent corporate failures
have hit some lenders very hard and caused some changes to their
behaviour, which, temporarily at least, are having an effect on
lenders’ attitudes to the legal side of transactions – albeit that
competitive pressures continue to affect the ability of lenders to
insist upon protective measures.
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